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J a m e s  L. K i c h l i n e  
F e b r u a r y  1 ,  1 9 8 2  

FOMC CHART SHON INTRODUCTION 

D u r i n g  o u r  p r e s e n t a t i o n  t h i s  a f t e r n o o n  we w i l l  

b e  r e f e r r i n g  t o  t h e  p a c k a g e  o f  c h a r t  m a t e r i a l s  d i s t r i b u t e d  t o  

y o u .  T h e  f i r s t  c h a r t  i n  t h e  p a c k a g e  d i s p l a y s  t h e  p r i n c i p a l  

p o l i c y  a s s u m p t i o n s  u s e d  i n  t h e  c o n s t r u c t i o n  o f  t h e  s t a f f ' s  

e c o n o m i c  a n d  f i n a n c i a l  f o r e c a s t .  F o r  m o n e t a r y  p o l  i c y ,  t h e  

4 p e r c e n t  g r o w t h  o f  M 1  a s s u m e d  d u r i n g  1 9 8 2  r e p r e s e n t s  t h e  

m i d p o i n t  o f  t h e  t e n t a t i v e  r a n g e  a d o p t e d  b y  t h e  C o m m i t t e e  

i n  J u l y ,  a n d  f o r  1 9 8 3  we a s s u m e d  1 / 2  p e r c e n t a g e  p o i n t  s l o w e r  

g r o w t h .  T h e  f i s c a l  o u t l a y  a n d  r e c e i p t  a s s u m p t i o n s  i n c l u d e  

c a r r y i n g  t h r o u g h  o n  t h e  c u r r e n t l y  s c h e d u l e d  t a x  a n d  e x p e n d i t u r e  

c u t s .  I n  a d d i t i o n ,  we h a v e  assumed  f u r t h e r  e x p e n d i t u r e  c u t s  

o f  a b o u t  $ 1 5  b i l l i o n  i n  f i s c a l  1 9 8 3  a n d  i n c r e a s e s  i n  t a x e s  

o f  a b o u t  $ 5  b i l l i o n .  

M o r e  i n f o r m a t i o n  o n  t h e  f e d e r a l  b u d g e t  i s  p r e s e n t e d  

i n  t h e  n e x t  c h a r t .  G r o w t h  o f  e x p e n d i t u r e s  s l o w s  o v e r  t h e  

f o r e c a s t  p e r i o d  a s  a r e s u l t  o f  r e d u c e d  n o n d e f e n s e  s p e n d i n s  

a n d  t h e  d e c l i n i n g  r a t e  o f  i n f l a t i o n  p r o j e c t e d .  B u t  r e c e i p t s  

a r e  damped e v e n  m o r e ,  r e f l e c t i n g  t h e  s l u g g i s h  e c o n o m y  a n d  

t a x  c u t s .  T h u s  t h e  b u d g e t  d e f i c i t  i s  p r o j e c t e d  t o  move  a b o v e  

$ 1 0 0  b i l l i o n  i n  t h e  c u r r e n t  f i s c a l  y e a r  a n d  g o  h i g h e r  i n  

f i s c a l  1 9 8 3 .  

I n f o r m a t i o n  a v a i l a o l e  t o  u s  o n  t h e  a d m i n i s t r a t i o n  S 

b u d g e t  f i g u r e s  i s  s t i l l  t e n t a t i v e .  H o w e v e r ,  i t  a p p e a r s  t h a  

t h e  o f f i c i a l  b u d g e t  w i l l  show a d e f i c i t  a l i t t l e  b e l o w  $ 1 0 0  
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b i l l i o n  t h i s  y e a r  a n d  a d e c l i n i n g  d e f i c i t  i n  f i s c a l  1983 a n d  

b e y o n d .  The f a l l i n g  d e f i c i t  p r o j e c t i o n  r e l i e s  upon a more  

e x p a n s i v e  economy t h a n  p r o j e c t e d  by t h e  s t a f f  a s  w e l l  a s  impo

s i t i o n  o f  l a r g e r  e x p e n d i t u r e  c u t s  and  t a x  r a i s i n g  m e a s u r e s .  

On a h i g h  employment  b a s i s - - t h e  b o t t o m  p a n e l - 

t h e  b u d g e t  s w i n g s  i n t o  d e e  e r  d e f i c i t  i n  1 9 8 2  and  1 9 8 3 ,  d r i v e n  

i m p o r t a n t l y  by t h e  p e r s o n a  t a x  c u t s  s c h e d u l e d  f o r  t h e  m i d d l e  

o f  e a c h  y e a r .  The v e r y  s t  m u l a t i v e  p o s t u r e  o f  t h e  f i s c a l  

s i d e  r u n s  a g a i n s t  w h a t  we n t e r p r e t  a s  a r a t h e r  r e s t r i c t i v e  

m o n e t a r y  p o l i c y ,  a s  i n d i c a t e d  i n  t h e  n e x t  c h a r t .  G r o w t h  o f  

M 1 ,  a l t h o u g h  somewhat  h i g h e r  t h i s  y e a r  t h a n  l a s t ,  i s  s t i l l  

assumed a t  a r a t e  w e l l  be low o t h e r  r e c e n t  y e a r s .  G i v e n  o u r  

v i ew o f  t h e  s t r e n g t h  o f  s p e n d i n g  and  a s s o c i a t e d  c r e d i t  d e m a n d s ,  

i t  s eems  l i k e l y  t h a t  h o l d i n g  down M1 g r o w t h  w i l l  r e s u l t  i n  

a m a i n t e n a n c e  o f  h i g h  i n t e r e s t  r a t e s  a s  shown i n  t h e  b o t t o m  

p a n e l .  

Mr. Z e i s e l  w i l l  c o n t i n u e  t h e  p r e s e n t a t i o n  w i t h  

a d i s c u s s i o n  o f  r e c e n t  a n d  p r o s p e c t i v e  n o n f i n a n c i a l  d e v e l o p m e n t s  

i n  t h e  d o m e s t i c  economy.  

* * * * *  
 



( l o s c p h  S .  Z e i s e l  
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FOMC C H A R T  SHOW 

Economic a c t i v i t y  c o n t r a c t e d  s h a r p l y  i n  t h e  f o u r t h  

q u a r t e r ,  a s  r e a l  G N P  d r o p p e d  a t  a 5+ p e r c e n t  a n n u a l  r a t e .  A s  

t h e  u p p e r  r i g h t  hand p a n e l  s h o w s ,  i n d u s t r i a l  p r o d u c t i o n  had t u r n e d  

down i n  midsummer, d e c l i n i n g  by n e a r l y  7 p e r c e n t  b e t w e e n  J u l y  and  

December ,  c l o s e  t o  t h e  d r o p  i n  t h e  f i r s t  h a l f  o f  1 9 8 0 .  The 

s e c t o r s  t h a t  h a v e  b e e n  p e r f o r m i n g  p o o r l y  o v e r  t h e  p a s t  few y e a r s - 

h o u s i n g  a n d  m o t o r  v e h i c l e s - - w e r e  m a j o r  c o n t r i b u t o r s  t o  t h e  s h a r p  

f o u r t h - q u a r t e r  c o n t r a c t i o n .  B u t  weakness was w i d e s o r e a d ,  and i n  

f a c t ,  t h e  o n l y  s e c t o r  o f  i n d u s t r i a l  o u t p u t  c o n t i n u i n g  :o grow l a t e  

l a s t  y e a r  was d e f e n s e  p r o d u c t i o n .  

A s  t h e  b o t t o m  two p a n e l s  i n d i c a t e ,  t h e  l a b o r  [marke t  has  

been  s e v e r e l y  a f f e c t e d  by t h e  r e c e n t  d r o p  i n  a c t i v i t y .  E m p l o y m e n t  

d e c l i n e d  s h a r p l y  i n  t h e  l a s t  t h r e e  m o n t h s  o f  t h e  y e a r ;  i n  m a n u f a c t u r 

i n g  t h e  l e v e l  d r o p p e d  be low t h e  1980  t r o u g h .  A s  t h e  r i g h t  hand p a n e l  

shows,  t h e  unemployment  r a t e  moved u p  t o  8 . 9  p e r c e n t  i n  December ,  

a b o u t  e q u a l  t o  t h e  h i g h e s t  r a t e  s ince  World War 1 1 .  A f u r t h e r  i n c r e a  

i n  j o b l e s s n e s s  seems  l i k e l y  i n  t h e  n e a r  t e r m  g i v e n  t h e  c o n t i n u e d  h i g h  

l e v e l  of  i n i t i a l  c l a i m s .  

A s  r e p o r t e d  i n  t h e  Redbook,  t h e r e  a p p e a r s  t o  b e  c o n s i d e r -

a b l e  e v i d e n c e  o f  c o n t i n u e d  w e a k n e s s  i n  t h e  economy i n  J a n u a r y .  fit t h t  

same t i n i e ,  t h e r e  a r e  s u g g e s t i o n s  i n  r e c e n t  d a t a  t h a t  t h c  c u r r e n t  

downswing i n  a c t i v i t y  i s  l o s i n g  momentum. Hous ing  demands and  a c t i 

v i t y  may h a v e  t u r n e d  t h e  c o r n e r  i n  the  p a s t  f ew m o n t h s ,  a l b e i t  a t  

e x t r e m e l y  low l e v e l s ,  and  i n  t h e  a u t o  s e c t o r ,  i t  i s  d i f f i c u l t  n o t  t o  



a n t i c i p a t e  a p i c k u p  soon  i n  a s s e m b l i e s  froiii t h e  J a n u a r y  a n n u a l  

p r o d u c t i o n  r a t e  o f  31 m i l l i o n ,  w h i c h  i s  w e l l  u n d e r  I:hc rec(!ri l  

s a l e s  p a c e .  

The n e x t  c h a r t  p r e s e n t s  o u r  view of  t h e  o u t l o o k  f o r  

r e a l  G N P  g r o w t h  t h r o u g h  1 9 8 3 .  We a n t i c i p a t e  t h e  b e g i n n i n g s  o f  

r e c o v e r y  i n  t h e  n e x t  s e v e r a l  m o n t h s ,  a l t h o u g h  s u c h  a turn would  

s t i l l  be  c o n s i s t e n t  w i t h  a s u b s t a n t i a l l y  n e g a t i v e  f i r s t  q u a r t e r .  

The p e r s o n a l  t a x  c u t s  i n  mid -1982  and  1 9 8 3  a r e  e x p e c t e d  t o  p r o -

v i d e  t h e  main impetus  f o r  e x p a n s i o n .  Real G N P  g r o w t h  i s  p r o j e c t e d  

t o  grow a t  a 3 t  p e r c e n t  a n n u a l  r a t e  i n  t h e  l a s t  t h r e e  q u a r t e r s  o f  

1 9 8 2  a n d  a b o u t  2 $  p e r c e n t  d u r i n g  1 9 8 3 .  

A s  t h e  b o t t o m  p a n e l  i n d i c a t e s ,  we c u r r e n t l y  e x p e c t  t h e  

c o n t r a c t i o n  i n  r e a l  G N P  t o  t o t a l  a b o u t  Z i  p e r c e n t ,  a r o u n d  t h e  

a v e r a g e  f o r  p o s t w a r  c y c l e s ,  a l t h o u g h  s u b s t a n t i a l l y  u n d e r  t h e  n e a r l y  

5 p e r c e n t  d r o p  i n  1 9 7 3 - 7 5 .  The e x p e c t e d  r e c o v e r y  i s  s t u n t e d  i n  

c o m p a r i s o n  w i t h  p a s t  p e r f o r m a n c e ,  c o n s t r a i n e d  by m o n e t a r y  p o l i c y  

and  slow i n c r e a s e  i n  g o v e r n m e n t  s p e n d i n g ;  v i r t u a l l y  e v e r y  m a j o r  

s e c t o r  o f  t h e  economy i s  e x p e c t e d  t o  grow more S l O ~ i l yt h a n  h a s  

been u s u a l  a t  t h i s  t i m e  i n  t h e  c y c l e .  

A s  t h e  nex t  c h a r t  shows,  t h e  m a j o r  c o n t r i b u t i o n  t o  

r e c o v e r y  comes f r o m  p e r s o n a l  c o n s u m p t i o n  e x p e n d i t u r e s .  Rcspond

i n g  t o  t h e  s c h e d u l e d  t a x  c u t s ,  we a n t i c i p a t e  t h a t  r e a l  coiisuiiier 

s p e n d i n g  w i l l  i n c r e a s e  a t  an a n n u a l  r a t e  o f  3 p e r c e n t  d u r i n g  

t h e  l a s t  s i x  q u a r t e r s  o f  t h e  p r o j e c t i o n .  A l t h o u g h  t h i s  i s  a 
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t h e  p e r s i s t e n c e  o f  a n  u n f a v o r a b l e  e c o n o m i c  e n v i r o n n i e n t ,  we a r e  

p r o j e c t i n g  a v e r y  a n e m i c  r a t e  o f  s t a r t s  f o r  t h e  n e x t  t w o  y e a r s - -

1 . 1  m i l l i o n  t h i s  y e a r ,  a n d  1: m i l l i o n  i n  1 9 8 3 .  

T h e  n e x t  t w o  c h a r t s  s u m m a r i z e  t h e  f o r c e s  t h a t  a r e  

e x p e c t e d  t o  d e t e r m i n e  t h e  p a t h  f o r  b u s i n e s s  f i x e d  o u t l a y s  o v e r  

t h e  n e x t  t w o  y e a r s .  I n v e s t m e n t  o u t l a y s  h a v e  h e l d  u p  r e m a r k a b l y  

we1 i n  t h e  f a c e  o f  h i g h  i n t e r e s t  r a t e s  a n d  d e c l i n i n g  c a p a c i t y  

u t i  i z a t i o n .  B u t  r e a l  b u s i n e s s  f i x e d  i n v e s t m e n t  d i d  d r o p  s h a r p l y  

l a s  q u a r t e r ,  a n d  a s  t h e  t o p  p a n e l s  i n d i c a t e ,  o r d e r s  f i g u r e s  

p a i n t  a s l u g g i s h  p i c t u r e  f o r  t h e  n e a r  t e r m .  

O v e r  t h e  l o n g e r  h a u l ,  l i b e r a l i z e d  d e p r e c i a t i o n ,  a n d  

i n v e s t m e n t  r e l a t e d  t o  d e f e n s e  p r o d u c t i o n  a n d  t h e  c o n s e r v a t i o n  o f  

e n e r g y ,  s h o u l d  s t i m u l a t e  i n c r e a s e d  c a p i t a  s p e n d i n g .  B u t  a n u m b e r  

o f  f u n d a m e n t a l  f a c t o r s  a r e  l i k e l y  t o  c o n t  n u e  t o  damp o u t l a y s .  

As t h e  l o w e r  t w o  p a n e l s  s h o w ,  t h e  c o s t  o f  d e b t  c a p i t a l  i s  e x p e c t e d  

t o  r e m a i n  v e r y  h i g h  a n d  c o r p o r a t e  p r o f i t s  a r e  p r o j e c t e d  t o  i m p r o v e  

o n l y  m o d e r a t e l y .  

P o s s i b l y  t h e  m o s t  i m p o r t a n t  d e t e r m i n a n t  i s  i l l u s t r a t e d  

o n  t h e  n e x t  p a g e - - c a p a c i t y  u t i l i z a t i o n .  W i t h  r a t e s  o f  c a p a c i t y  

u s e  b e l o w  7 5  p e r c e n t  a n d  w i t h  p r o d u c t  n i a r k e t s  w e a k ,  we e x p e c t  

l i t t l e  demand f o r  e x p a n s i o n  o f  c a p i t a l  s t o c k  e x c e p t  i n  t h e  a f o r e  

m e n t i o n e d  d e f e n s e  a n d  e n e r g y  r e l a t e d  a r e a s .  A s  t h e  b o t t o m  p a n e l  

i n d i c a t e s ,  a f u r t h e r  m o d e r a t e  d e c l i n e  i n  r e a l  c a p i t a l  o u t l a y s  i s  

p r o j e c t e d  t h r o u g h  m o s t  o f  t h i s  y e a r  a n d  o n l y  a m o d e s t  2 p e r c e n t  

g r o w t h  i s  e x p e c t e d  o v e r  1 9 8 3 .  



The n e x t  c h a r t  a d d r e s s e s  a n o t h e r  p r o b l e m  a r e a - 

i n v e n t o r i e s .  I n  r e c e n t  y e a r s ,  b u s i n e s s e s  g e n e r a l l y  a p p e a r e d  

t o  be m a k i n g  c o n s i d e r a b l e  e f f o r t  t o  a v o i d  t h e  k i n d  o f  i n v e n t o r y  

b a c k u p  t h a t  p l a g u e d  them i n  1 9 7 4 .  However ,  i t  i s  v i r t u a l l y  

i m p o s s i b l e  t o  c o m p l e t e l y  a n t i c i p a t e  a s h a r p  d e c l i n e  i n  demand,  

a n d  t h u s  some d e g r e e  o f  u n i n t e n d e d  s t o c k  a c c u m u l a t i o n  i s  i n e v i t 

a b l e .  A t  y e a r - e n d  a u t o  d e a l e r s - - p a r t i c u l a r l y  d o m e s t i c s - - f a c e d  a 

s u b s t a n t i a l  i n v e n t o r y  p r o b l e m - - a s  t h e  u p p e r  l e f t  p a n e l  i n d i c a t e s .  

B u t ,  a s  m e n t i o n e d  e a r l i e r ,  p r o d u c e r s  h a v e  t a k e n  d r a c o n i a n  m e a s u r e s  

t o  c u t  p r o d u c t i o n .  S a l e s  a l s o  perked u p  somewhat  a f t e r  t h e  turn 

o f  t h e  y e a r ;  i f  t h e y  h o l d  u p ,  t h i s  s i t u a t i o n  c o u l d  e a s e  f a i r l y  

s o o n .  B u t  t h e  o v e r a l l  i n v e n t o r y / s a l e s  r a t i o  f o r  m a n u f a c t u r i n g  

and  t r a d e  r o s e  s h a r p l y  d u r i n g  t h e  autumn a s  s a l e s  w e a k e n e d ,  a n d  

a d j u s t m e n t s  may t a k e  a number o f  months  t o  b e  c o m p l e t e d .  As t h e  

b o t t o m  p a n e l  shows ,  we a r e  p r o j e c t i n g  a m o d e r a t e  p a c e  o f  l i q u i d a 

t i o n  i n  t h e  f i r s t  h a l f  o f  1 9 8 2 ,  t o  be  f o l l o w e d  by a c o n s e r v a t  ve 

p a t t e r n  of  i n c r e a s e  i n  r e a l  i n v e n t o r y  i n v e s t m e n t  t h  o u g h  t h e  

p r o j e c t i o n  p e r i o d - - i n  f a c t ,  o n e  t h a t  w o u l d  be a s s o c  a t e d  w i t h  a 

s l i g h t  d e c l i n e  i n  t h e  i n v e n t o r y l s a l e s  r a t i o .  

The n e x t  c h a r t  a d d r e s s e s  t h e  g o v e r n m e n t  componen t  o f  

s p e n d i n g .  Real f e d e r a l  d e f e n s e  p u r c h a s e s  a r e  p r o j e c t e d  t o  c o n 

t i n u e  t o  r i s e  s t r o n g l y ,  a t  a 5 p e r c e n t  r a t e ,  i n  l ' J t?2 and  a c c c l c r a t c  

t o  an 8 p e r c e n t  i n c r e a s e  i n  1 9 8 3 .  Tor  n o n d e f e n s e  s p c n d i i i g  t h o  

w ide  s w i n g s  shown i n  1981 a n d  1982  a r e  imainly t h e  r e s u l t  o f  t h e  

t i m i n g  o f  C C C  and  s t r a t e g i c  p e t r o l e u m  r e s e r v e  o u t l a y s ;  c x c l u s i v c  
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o f  t h e s e ,  n o n d e f e n s e  s p e n d i n g  shows r e l a t i v e l y  l i t t l e  c h a n g e .  

O n  b a l a n c e ,  r e a l  f e d e r a l  g o v e r n m e n t  p u r c h a s e s  a r e  p r o j e c t e d  

t o  d e c l i n e  s l i g h t l y  i n  1 9 8 2 ,  b u t  a r e  e x p e c t e d  t o  r i s e  b r i s k l y  

i n  1 9 8 3 - - b y  some 5 p e r c e n t .  

S t a t e s  and l o c a l i t i e s  a r e  n o t  e x p e c t e d  t c  p r o v i d e  t h e  

s u p p o r t  t o  economic  a c t i v i t y  t h a t  was t y p i c a l  i n  p a s t  c y c l e s .  

Real  pu rchases  i n  t h i s  s e c t o r  f e l l  s h a r p l y  l a s t  y e a r  a n d  a r e  

p r o j e c t e d  t o  f a l l  a f u r t h e r  l &  p e r c e n t  i n  1982  and 1 / 2  p e r c e n  

i n  1 9 8 3 .  A s  i n d i c a t e d  i n  t h e  b o t t o m  p a n e l ,  o v e r a l l  governmen 

p u r c h a s e s  a r e  p r o j e c t e d  t o  d e c l i n e  by a b o u t  1:  p e r c e n t  t h i s  y e a r ,  

and  t o  r i s e  by o n l y  a b o u t  1: p e r c e n t  i n  1 9 8 3 .  

The s l u g g i s h  o v e r a l l  r e c o v e r y  we a n t i c i p a t e  f o r  t h e  

next  two y e a r s  p o r t e n d s  c o n t i n u e d  weak l a b o r  demands ,  a s  s e e n  

i n  t h e  n e x t  c h a r t .  F o l l o w i n g  a f u r t h e r  c o n t r a c t i o n  i n  e m p l o y m e n t ,  

t h e  m o d e s t  r e c o v e r y  i n  o u t p u t  i n  t h e  s e c o n d  h a l f  o f  1982  and  

t h r o u g h  1 9 8 3  w i l l  be a b s o r b e d  t o  a l a r g e  d e g r e e  by a p i c k u p  i n  

p r o d u c t i v i t y ,  w i t h  s c a n t  j o b  g a i n s .  As a r e s u l t ,  we a n t i c i p a t e  

v i r t u a l l y  n o  r i s e  i n  employmen t  f o r  1 9 8 2  a s  a w h o l e ,  and  o n l y  a 

s m a l l  i n c r e a s e  i n  1 9 8 3 .  

As i n d i c a t e d  i n  t h e  s e c o n d  p a n e l ,  t h e  s c a r c i t y  o f  j o b  

o p e n i n g s  s h o u l d  c o n t i n u e  t o  d e p r e s s  l a b o r  f o r c e  g r o w t h .  C o n s i s 

t e n t  w i t h  t h e  e x p e r i e n c e  i n  o t h e r  r e c e n t  p e r i o d s  o f  s l u g g i s h  de!!ian 

we a n t i c i p a t e  no i n c r e a s e  i n  l a b o r  f o r c e  p a r t i c i p a t i o n  r a t e s  o v e r -

a l l .  N e v e r t h e l e s s ,  t h e  e x p a n s i o n  o f  l a b o r  s u p p l y  i s  l i k e l y  t o  

a b o u t  k e e p  p a c e  w i t h  j o b  c r e a t i o n ,  and  t h e  unemployiiietit r a t e  i s  

p r o j e c t e d  t o  r e m a i n  a b o v e  9 p e r c e n t  d u r i n g  t h e  n e x t  t w o  y e a r s .  
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As s h o w n  o n  t h e  n e x t  c h a r t ,  t h e  r i s e  i n  c o n i p e n s a t i o n  

c o s t s  e a s e d  s o m e w h a t  i n  1 9 8 1 ,  d e s p i t e  a l a r g e  i n c r e a s c  i n  s o c i a l  

s e c u r i t y  t a x e s  w h i c h  o f f s e t  some o f  t h e  s l o w i n g  i n  wage  r a t e s .  

We e x p e c t  a g r a d u a l  f u r t h e r  m o d e r a t i o n  o f  c o m p e n s a t i o n  c o s t s  o v e r  

t h e  p r o j e c t i o n  p e r i o d ,  e s p e c i a l l y  g i v e n  t h e  a n t i c i p a t e d  e n v i r o n 

m e n t  o f  s u s t a i n e d  h i g h  u n e m p l o y m e n t .  The  s p r e a d  o f  wage c o n c e s 

s i o n s  r e c e n t l y  a n d  t h e  a b s e n c e  o f  a n o t h e r  l a r g e  s o c i a l  s e c u r i t y  

t a x  i n c r e a s e  t h i s  y e a r  s h o u l d  s u p p o r t  t h i s  t r e n d .  

As t h e  m i d d l e  p a n e l  s h o w s ,  we a l s o  e x p e c t  some h e l p  

f r o m  p r o d u c t i v i t y ,  w h i c h  t y p i c a l l y  i m p r o v e s  when  a g g r e g a g e  demand  

p i c k s  u p  a n d  m o r e  e f f e c t i v e  u s e  i s  made o f  a v a i l a b l e  c a p a c i t y .  

I n  c o n j u n c t i o n  w i t h  t h e  e x p e c t e d  m o d e r a t i o n  i n  wage p r e s s u r e s ,  

i m p r o v e d  p r o d u c t i v i t y  s h o u l d  r e s u l t  i n  a d i s t i n c t  d e c e l e r a t i o n  i n  

u n i t  l a b o r  c o s t s ,  w h i c h  a r e  p r o j e c t e d  t o  b e  r i s i n g  a t  a b o u t  a 55 

p e r c e n t  r a t e  t o w a r d  t h e  e n d  o f  n e x t  y e a r .  

The  o u t l o o k  f o r  i n f l a t i o n  i s  a d d r e s s e d  i n  t h e  n e x t  c h a r 1  

R e c e n t  d a t a  s u g g e s t  a b r o a d  s l o w i n g  o f  p r i c e  i n c r e a s e s .  I.le e x p e c t  

t h i s  i m p r o v e m e n t  i n  i n f l a t i o n  t o  b e  s u s t a i n e d  i n  1 9 8 2  d e s p i t e  

some t e m p o r a r y  u p w a r d  p r e s s u r e  o n  f o o d  p r i c e s  r e s u l t i n g  f r o m  b a d  

w e a t h e r .  W i t h  c o n t i n u e d  s l a c k  i n  m a r k e t s ,  e n e r g y  p r i c e s  a r e  n o t  

e x p e c t e d  t o  b e  a p r o b l e m  o v e r  t h e  n e x t  t w o  y e a r s .  O v e r a l l ,  we 

a r e  p r o j e c t i n g  i n f l a t i o n  t o  u n w i n d  g r a d u a l l y ,  l a r g e l y  r e f l e c t i n g  

r e d u c e d  l a b o r  c o s t  p r e s s u r e s  a n d  c o n t i n u e d  g e n e r a l l y  wcak  p r o d u c t  

m a r k e t s .  We now p r o j e c t  t h e  g r o s s  b u s i n e s s  p r o d u c t  p r i c e s  t o  b e  

r i s i n g  a t  a b o u t  a 5 p e r c e n t  r a t e  by t h e  e n d  o f  1 9 8 3 .  

M r .  T r u m a n  w i l l  c o n t i n u e  w i t h  a d i s ( . u s s i o n  o f  t h e  

i n t e r n a t i o n a l  o u t l o o k .  
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E . M .  Truman 
February 1 ,  1982 

FOMC CHART SHOW PRESENTATION INTERNATIONAL 
 

The red line in the top panel of the first inter-

national chart shows that the foreign exchange value of the 

dollar in January was about 17 percent higher than a year 

previously, although it was down 5 percent from the peak 

rate shown for August. Over the forecast period, we expect 

the dollar's average value to decline gradually as the U . S .  

current-account deficit widens. 

As can be seen from the lower panel, the size of the 

differential between dollar and non-dollar short-term interest 

rates does not offer much o f  an explanation for the dollar's 

strength during the past year. Indeed, the differential is 

now somewhat narrower than it was a year ago. However, i n  

recent months changes in the dollar's value -do appear to 
have been positively correlated with changes in the differ

ential in short-term interest rates. The decline in foreign 

interest rates from August to November was less than the 

decline in dollar rates, and the dollar depreciated moderately. 

In December and January, as dollar interest rates rose, foreign 

rates continued t o  decline and the dollar appreciated. Over 

the forecast period, we expect interest rates abroad will 

generally edge down further. 



-- 
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One f a c t o r  c o n t r i b u t i n g  t o  the  do l a r ' s  a p p r e c i a t i o n  

o v e r  t h e  p a s t  y e a r  has  been t h e  p o l i t i c a l  s i t u a t i o n  i n  Poland 

a n d  i n  Europe more g e n e r a l l y .  However, t o  u n d e r s t a n d  f u l l y  

t h e  d o l l a r ' s  s u s t a i n e d  s t r e n g t h ,  one must l o o k  beyond i n t e r -

n a t i o n a l  p o l i t i c s  a n d  r e l a t i v e  i n t e r e s t  r a t e  deve lopments  t o  

t h e  b a s i c  t h r u s t  of U . S .  economic p o l i c y ,  compared w i t h  t h e  

p o l i c i e s  a b r o a d .  The a c t u a l  and e x p e c t e d  i m p a c t s  of t h o s e  

p o l i c i e s  on i n f l a t i o n  a r e  e s p e c i a l l y  i m p o r t a n t .  One man i fe s 

t a t i o n  of  such u n d e r l y i n g  d e t e r m i n a n t s  i s  d e p i c t e d  i n  the  t o p  

pane l  of  t h e  n e x t  c h a r t .  In 1 9 8 1 ,  t h e  r a t e  of i n c r e a s e  i n  U . S .  

consumer p r i c e s  was l e s s  t h a n  t h e  a v e r a g e  e x p e r i e n c e d  ab road  

f o r  t h e  f i r s t  t i m e  i n  f o u r  y e a r s .  More i m p o r t a n t l y ,  t h i s  p a t t e r n  

i s  e x p e c t e d  t o  c o n t i n u e  d u r i n g  t h e  f o r e c a s t  p e r i o d .  

A s  i s  shown by t h e  r e d  l i n e  i n  t h e  middle  p a n e l ,  on 

a v e r a g e  economic a c t i v i t y  a b r o a d  was e s s e n t i a l l y  s t a g n a n t  

d u r i n g  1980 a n d  1981.  Although a modera t e  expans ion  i s  

p r o j e c t e d  f o r  t h i s  y e a r  a n d  n e x t ,  t h e  pace o f  r e c o v e r y  w i l l  

n o t  r e a c h  t h e  a v e r a g e  growth r a t e  p r i o r  t o  1973 a n d  w i l l  be 

s l o w e r  t h a n  i n  t h e  r e c o v e r y  f o l l o w i n g  t h e  1 9 7 4 - 7 5  r e c e s s i o n .  

The bot tom panel  i l l u s t r a t e s  t h e  f r u s t r a t i n g  s i t u a t i o n  

c o n f r o n t i n g  many po l i cymaker s  a b r o a d ,  Although t h e  a v e r a g i n g  

p r o c e s s  may s l i g h t l y  e x a g g e r a t e  t h e  p i c t u r e ,  t h e  unemploy

ment r a t e  i n  major  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  showed 

l i t t l e  o r  n o  d e c l i n e  a f t e r  t h e  1974-75 r e c e s s i o n ,  i n c r e a s e d  

s h a r p l y  d u r i n g  t h e  p a s t  t w o  y e a r s ,  and i s  l i k e l y  t o  remain 
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e s s e n t i a l l y  unchanged d u r i n g  t h e  n e x t  two y e a r s .  Meanwhile 

i n f l a t i o n  on a v e r a g e  i s  e x p e c t e d  t o  d e c l i n e  o n l y  g r a d u a l l y .  

Turn n g  t o  t h e  o u t l o o k  f o r  t h e  e x t e r n a l  s e c t o r  of  t h e  

U . S .  economy t h e  t o p  pane l  of  t h e  n e x t  c h a r t  shows t h a t  non-

a g r i c u l t u r a l  e x p o r t s  have been d e c l i n i n g  i n  volume s i n c e  t h e  

middle  o f  1980 and d e c l i n i n g  i n  va ue s i n c e  t h e  midd le  of  l a s t  

y e a r .  These  d e c l i n e s  have been sp ead  w i d e l y  a c r o s s  commodity 

g roups .  In r e c e n t  months ,  e x p o r t s  of c i v i l i a n  a i r c r a f t ,  a n d  

of  a u t o m o b i l e s  t o  Canada ,  have been p a r t i c u l a r l y  d e p r e s s e d .  

The d o l l a r ' s  a p p r e c i a t i o n  and s l u g g i s h  growth  ab road  have 

c o n t r i b u t e d  t o  t h e  d e c l i n e  i n  U . S .  n o n a g r i c u l t u r a l  e x p o r t s .  

Over t h e  f o r e c a s t  p e r i o d ,  t h e s e  t w o  f a c t o r s  a r e  e x p e c t e d  t o  

d i m i n i s h  i n  s t r e n g t h  a n d  i m p o r t a n c e .  However, a s  i s  s h o w n  i n  

t h e  c h a r t ,  we do n o t  e x p e c t  a p i ckup  i n  t h e  volume o f  n o n -

a g r i c u l t u r a l  e x p o r t s  u n t i l  e a r l y  n e x t  y e a r .  

The o u t l o o k  f o r  a g r i c u l t u r a l  e x p o r t s ,  shown i n  t h e  

bot tom p a n e l ,  i s  somewhat more f a v o r a b l e .  Although t h e  p r i c e  

of t h e s e  e x p o r t s  i s  e x p e c t e d  t o  be lower  on a v e r a g e  t h i s  y e a r  

t h a n  l a s t ,  an i n c r e a s e  i n  e x p o r t  volume a s s o c i a t e d  w i t h  low 

s t o c k s  a b r o a d  s h o u l d  p u s h  u p  t h e i r  v a l u e .  

On  t h e  i m p o r t  s i d e ,  shown i n  t h e  n e x t  c h a r t ,  t h e  v a l u e  

a n d ,  e s p e c i a l l y ,  t h e  volume o f  n o n - o i l  i m p o r t s  have been r i s i n g  

s i n c e  mid-1980.  Under t h e  i n f l u e n c e  o f  t h e  s t r o n g  d o l l a r ,  t h e  

a v e r a g e  p r i c e  of  such  i m p o r t s  a c t u a l l y  d e c l i n e d  a t  more t h a n  

a f i v e  p e r c e n t  annua l  r a t e  ove r  t h e  p a s t  t h r e e  q u a r t e r s .  
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Consequently, the volume of non-oil imports has risen across 

a broad spectrum o f  commodity categories, although imports of 

steel and automotive products from countries other than Canada 

have been quite moderate recently. We are projecting a small 

dip in non-oil imports this quarter and next, reflecting the U.S.  

recession, followed by a gradual rise through the remainder o f  

the projection period. 

Oil imports, shown in the lower panel, were unchanged 

in value in the year 1981 and declined significantly in volume. 

The price of U.S. oil imports declined more than $ 3  per barrel 

after reaching a peak of more than $36 per barrel i n  April. 

Although the price of imported oil rose slightly last quarter, 

we are assuming little further change this year and a constant 

real price in 1983. These assumptions, combined with a contin

uing gradual decline in import demand, are expected to produce 

a $10 billion drop in the value o f  oil imports this year on 

average, followed by a small rise in 1983. 

The last international chart summarizes our projection 
 

for the external sector. As is shown in the top panel, the 
 

trade deficit is expected to level off i n  the first half of 
 

this year before reaching about $45 billion in 1983. Meanwhile, 
 

the surplus on non-trade current-account transactions is expect 
 

ed to shrink gradually as a consequence of lower earnings on 
 

direct investments abroad and a decline i n  the average level 
 

of dollar interest rates,which reduces net income on other 
 

investments. 
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T h u s ,  a s  i s  shown i n  t h e  m i d d  e p a n e l ,  t h e  U . S .  c u r r e n t  

accoun t  s h o u l d  move g r a d u a l l y  i n t o  de i c i t  r e a c h i n g  a r a t e  of 

abou t  $20 b i l l i o n  n e x t  y e a r .  

In t e r m s  of  t h e  G N P  a c c o u n t s ,  s h o w n  i n  t h e  bot tom p a n e l ,  

t h e  l a g g e d  e f f e c t s  of  t h e  d o l l a r ' s  a p p r e c i a t i o n  on r e a l  e x p o r t s  

of goods and s e r v i c e s  a r e  e x p e c t e d  t o  c o n t i n u e  t o  exer t  a 

n e g a t i v e  i n f l u e n c e  on U . S .  economic a c t i v i t y  t h r o u g h o u t  1982.  

The same f a c t o r  w i l l  r a i s e  i m p o r t s ,  e x c e p t  t h a t  i n  t h e  f i r s t  

h a l f  of t h e  y e a r  t h e  e f f e c t s  of t h e  a p p r e c i a t i o n  a r e  l a r g e l y  

o f f s e t  by lower  o v e r a l l  d o m e s t i c  demand. I t  would be m i s l e a d 

i n g ,  however ,  t o  i n t e r p r e t  t h e s e  n e g a t i v e  i m p a c t s  a s  i f  t h e  

d o l l a r ' s  a p p r e c i a t i o n  has  o c c u r r e d  i n  a vacuum. A s  I no ted  

e a r l i e r ,  t h e  a p p r e c i a t i o n  has  been i n  l a r g e  p a r t  t h e  c o n s e 

quence o f  U . S .  economic p o l i c i e s  adop ted  i n  r e c e n t  y e a r s ,  a n d  

t h e  d e c l i n e s  i n  G N P  n e t  e x p o r t s  a r e  b e s t  viewed -a s  aa l s o  

consequence  of  t h o s e  p o l i c i e s .  

Mr. P r e l l  w i l l  now c o n t i n u e  o u r  p r e s e n t a t i o n .  



Michae l  J .  P r e l l  
F e b r u a r y  1 ,  1 9 8 2  

F O M C  C H A R T  S H O W - - D O M E S T I C  F I N A N C I A L  

As has been ind ica ted ,  we sse a r e s t r i c t i v e  monetary policy l i m i t 

i n g  the  expansion of economic a c t i v i t y  over the next two yea r s .  This re

s t r i c t i v e  inf luence  on the economy i s  mirrored in t h e  s t a f f ' s  project ion of 

aggregate flows of funds shown i n  the t o p  panel of the next c h a r t .  Total 

funds r a i sed  by domestic nonfinancial s ec to r s  has been v i r t u a l l y  f l a t  s ince  

1978, and we see only moderate growth, on n e t ,  by 1983. Such growth would 

h o l d  the r a t i o  of funds ra i sed  t o  GNP--the red l i n e - - a t  i t s  recent  lower 

1eve1 . 
Moreover, a s  may be seen in the  lower panel,  the  U.S. Treasury 

wil l  be absorbing a growing share  of overal l  c r e d i t .  A movenient of f i s c a l  

policy in an expansive d i r ec t ion  i s  common d u r i n g  recession and ea r ly  re 

covery, b u t  i t s  cont inuat ion in the cu r ren t  environment of monetary r e s t r a i n t  

does seem t o  be a rec ipe  f o r  high real  i n t e r e s t  r a t e s  and a "crowding out" of 

p r iva t e  c a p i t a l  formation. 

The next  c h a r t  focuses on the  nonfinancial  corpora te  s e c t o r ,  where 

investment i s  expected t o  be l a c k l u s t e r  over the  next two years .  The top 

panel i n d i c a t e s  t h a t ,  given weak p r o f i t a b i l i t y ,  t h e r e  wil l  continue t o  be 

a moderate gap between out lays  and in t e rna l  funds generated.  Thus, w2 wi l l  

no t  be seeing q u i t e  the typical  cyc l i ca l  r e s p i t e  i n  f inanc ing  needs. 

Owing t o  high i n t e r e s t  r a t e s  and weak cash f lows,  many companies-

e spec ia l ly  those heavi ly  r e l i a n t  on short-teriii or f l o a t i n g  r a t e  debt--already 

have encountered d i f f i c u l t y  i n  iiieeting debt se rv ic ing  needs. As shown in 

the middle panel,  ne t  i n t e r e s t  payiiients wi l l  continue t o  coi:iinand a l a rge  share  

of income over t h e  project ion perio3. Moreover, absent  a considerable  iniprove

ment in the  bond markets, we a r e  l i k e l y  t o  see a d i - i f t  toward n;ore vulnerable 
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ba lance sheet  s t r u c t u r e s .  Fo r  example, t h e  r a t i o  o f  sho r t - t e r i i t  t o  t o t a l  debt ,  

i n  t h e  bo t tom panel ,  a l r e a d y  i s  a t  a r e c o r d  h igh ,  and i t  would t a k e  a massive 

volume o f  bond issuance t o  ach ieve  r e v e r s a l  o f  t h e  downtrend. The f i g u r e s  

u n d e r l y i n g  t h i s  graph a n t i c i p a t e  somewhat more bond issuance t h a n  i n  1981 

and a drop  o f f  i n  t h e  merger a c t i v i t y  t h a t  has absorbed s t o c k  and inc reased  

bo r row ing .  

On t h e  whole, t hese  da ta  p o i n t  t o  an area  o f  r i s k  i n  t h e  GNP p r o 

j e c t i o n :  t o  da te ,  t h e  f i n a n c i a l  d i s l o c a t i o n s  i n  t h e  c o r p o r a t e  s e c t o r  have 

been w e l l  con f i ned ,  b u t  t h e  p o s s i b i l i t y  o f  b roader  d i s r u p t i o n  can n o t  be 

d ismissed.  

The same s o r t  o f  concerns a r i se - -pe rhaps  w i t h  l e s s  i n t e n s i t y - 

w i t h  r e s p e c t  t o  t h e  household s e c t o r ,  shown i n  t h e  n e x t  c h a r t .  Household 

bor rowing ,  i n  t h e  t o p  pane l ,  has shrunk d r a m a t i c a l l y  over  t h e  p a s t  few y e a r s .  

The enthusiasm f o r  l e v e r a g i n g  up and a c q u i r i n g  houses and o t h e r  t a n g i b l e  " i n 

f l a t i o n  hedges" has ebbed as  r e a l  i n t e r e s t  r a t e s  have r i s e n  and income p r o s 

p e c t s  have become l e s s  c e r t a i n .  We a r e  l o o k i n g  f o r  a weak p a t t e r n  of borrow

i n g  i n  1982-83; indeed, as  i n d i c a t e d  by  t h e  r e d  l i n e ,  b o r r o w i n g  i s  p r o j e c t e d  

t o  f a l l  s t i l l  f u r t h e r  r e l a t i v e  t o  d i sposab le  income. 

Household f i n a n c i a l  c a u t i o n  i s  l i k e l y  t o  be r e i n f o r c e d  by  l e n d e r  

behav io r .  D e t e r i o r a t i n g  e a r n i n g s  marg ins  and concerns about  c r e d i t  qua1 i t y  

have prompted many i n s t i t u t i o n s  t o  t i g h t e n  t h e i r  l e n d i n g  p o l i c i e s .  These 

a c t i o n s  have, we b e l i e v e ,  been e v i d e n t  n o t  o n l y  i n  t h e  c r e d i t  f l o w  data  b u t  

a l s o  i n  the  l o a n  de l i nquency  f i g u r e s .  As may be seen i n  t h e  l o w e r  pane ls ,  

de l i nquency  r a t e s  on i n s t a l l m e n t  l oans  have d e c l i n e d  over  t h e  p a s t  yea r ,  

w h i l e  thosr? f o r  mortgages have r i s e n .  The c o n t r a s t  r e f l e c t s  a t  l e a s t  i n  



p a r t  t h e  q u i c k e r  impact of c o r r e c t i v e  a c t i o n s  i n  the  case o f  t h e  s h o r t  m a t u r i t y  

l oans .  Look ing  ahead, i t  appears p r o b a b l e  t h a t  many households w i l l  be s t r u g 

g l i n g  w i t h  debts  t h a t  have accumulated ove r  t h e  years,  w i t h  a p a r t i c u l a r  a rea  

of v u l n e r a b i l i t y  b e i n g  t h e  s h o r t - t e r m  mortgage o b l i g a t i o n s  t h a t  have been 

assumed i n  a n t i c i p a t i o n  o f  a t t r a c t i v e  r e f i n a n c i n g  o p p o r t u n i t i e s .  

The n e x t  c h a r t  i s  devoted t o  t h e  s t a t e  and l o c a l  government s e c t o r .  

The t o p  panel shows t h a t ,  d e s p i t e  t h e  r e s t r a i n e d  spending o u t l o o k ,  the opera

t i n g  s u r p l u s  o f  s t a t e s  and l o c a l i t i e s  i s  expected t o  d isappear .  The cu tback  

i n  f e d e r a l  g r a n t s  stands o u t  q u i t e  c l e a r l y  as  a key f a c t o r  here; as can b e  

seen i n  t h e  m i d d l e  pane l ,  those g r a n t s  a r e  prograniiiied t o  f a l l  c o n s i d e r a b l y .  

Furthermore, t h i s  w i l l  occur  a t  a t i m e  when tmany s t a t e s  have d e p l e t e d  t h e i r  

cash rese rves .  

Not  s u r p r i s i n g l y ,  t h e r e  has been some t a l k  o f  s t a t e  and l o c a l  

f i n a n c i a l  d i f f i c u l t i e s ;  however, t o  d a t e ,  such concerns have n o t  been mani

f e s t  i n  any c l e a r  way i n  t h e  m u n i c i p a l  s e c u r i t i e s  i i iarket .  As shown i n  t h e  

b o t t o m  pane l ,  t h e  y i e l d s  on m u n i c i p a l  bonds have r i s e n  inarkedly r e l a t i v e  t o  

those  on t a x a b l e  o b l i g a t i o n s ,  b u t  t h i s  a p p a r e n t l y  r e f l e c t s  p r i m a r i l y  a r e 

duced d e s i r e  f o r  t a x  exempts on t h e  p a r t  o f  banks and c a s u a l t y  i n s u r e r s .  

M r .  K i c h l i n e  w i l l  now conc lude  Lhe p r e s e n t a t i o n .  
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FOMC C H A R T  SHOLl C O N C L U S I O N  

The s t a f f  f o r e c a s t  e n t a i l s  s l u g g i s h  g r o w t h  o f  o u t -

p u t  on a v e r a g e  over  t h e  nex t  two y e a r s .  The t o p  p a n e l  o f  

t h e  c h a r t  i n d i c a t e s  t h a t  t h e  v e r y  slow g r o w t h  of  r e a l  G N P  

s i n c e  t he  end  o f  1 9 7 8  h a s  l e d  t o  a d o w n t u r n  i n  a c t u a l  G N P  

r e l a t i v e  t o  p o t e n t i a l  a n d  a f u r t h e r  d e c l i n e  i s  p r o j e c t e d  

g i v e n  t h e  f o r e c a s t  o f  a c t i v i t y .  S l a c k  i n  m a r k e t s  was i n f l u 

e n t i a l  i n  b r i n g i n g  down t h e  r a t e  of i n f l a t i o n  l a s t  y e a r  and  

we a n t i c i p a t e  f u r t h e r ,  c o n s i d e r a b l e  i m p r o v e m e n t  o v e r  t h e  

f o r e c a s t  p e r i o d ,  s h o w n  i n  t h e  l o w e r  p a n e l  of  t h e  c h a r t .  The 

c o m b i n a t i o n  of  r e d u c e d  b u t  s t i l l  h i g h  r a t e s  o f  i n f l a t i o n ,  

h i g h  unemploymen t ,  and h i g h  i n t e r e s t  r a t e s  o b v i o u s l y  p o s e s  

d i f f  c u l t  p r o b l e m s ,  o n e s  n o t  c o n f i n e d  t o  t h e  U n i t e d  S t a t e s .  

A n d  t i s  a s i t u a t i o n  t h a t  h a s  a p p r e c i a b l e  f i n a n c i a l  r i s k s .  

he s t a f f  f o r e c a s t  f o r  1 9 8 2  s n o t  m a r k e d l y  d i f f e r e n t  

f r o m  t h e  f g u r e s  p r o v i d e d  by Commi t t ee  members ,  wh ich  a r e  

summar ized  on  t h e  l a s t  c h a r t .  The  cha  t d o e s  n o t  c o n t a i n  

i n f o r m a t i o n  on t h e  a d m i n i s t r a t i o n ' s  f o r e c a s t  w h i c h  w i l l  u n d e r -

l i e  t h e  o f f i c i a l  b u d g e t  p rogram t o  be  r e l e a s e d  n e x t  week .  

The t e n t a t i v e  i n f o r m a t i o n  s u g g e s t s  t h e y  w i l l  p r o b a b l y  h a v e  

a p r o j e c t i o n  of  nominal  G N P  g r o w t h  i n  t h e  a r e a  of  1 0 - 1 0 ;  

p e r c e n t ,  w i t h  r e a l  G N P  g r o w t h  o f  a r o u n d  3 p e r c e n t  and  a d e f l a r o r  

o f  7 p e r c e n t .  The  unemployment  r a t e  i n  t h e  f o u r t h  q u a r t e r  

o f  1 9 8 2  c o u l d  be a b o u t  84 p e r c e n t .  




